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WILL THE R E A L NET 
INCOME PLEASE STAND UP? 
John F. Utley 
Partner, Executive Office 
Presented before the American 
Gas Association-Edison 
Electric Institute Conference, 
San Francisco—May 1973 
In the current economic, political and social environment of this country, the 
electric and gas industries face monumental problems. These problems relate 
to a wide range of factors from environmental matters and their costs to 
shortages of basic fuels and the cost of alternatives. While the industries 
grapple mightily with the solutions to these problems, it seems fair to say that 
the impact of the problems and their solutions will inexorably be translated 
into dollars and, just as inexorably, reflected in the financial statements of 
electric and gas companies. 
For regulated industries, the portrayal of the dollar impact of solutions to 
the many problems now extant and that may appear in the future will be 
influenced by the accounting requirements of the regulatory agencies having 
jurisdiction. If these agencies are blind to changing situations requiring special 
recognition, then reported net income will fail to measure the realities behind 
operations, and I shudder to envision the consequences. 
ALLOWANCE FOR FUNDS USED DURING CONSTRUCTION 
Let me begin my examination of the real net income question by focusing 
on a current problem. For the last several years a group of observers of the 
regulated industries has, in ever-increasing crescendos, questioned the quality 
of earnings of utilities because of the impact, they say, of the credit in the 
income statement of the Allowance for Funds Used During Construction 
(AFC). The growing cacophony from this group has created uncertainty 
among investors as to whether utility earnings that appear to result from A F C 
are, in fact, of lower quality than that net income shown as being from opera-
tions. Inevitably, the crescendos reached such heights that the Securities and 
Exchange Commission began, in 1972, to require the disclosure of informa-
tion about the AFC credit which may be confusing the issue further and lend-
ing support to the notion that the A F C credit does produce a lower quality of 
earnings. Such disclosure information as is now required appears counter-
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productive. Indeed, the relationships required to be shown can not be calcu-
lated with any precision, and this fact alone raises serious questions as to the 
usefulness of the information. 
The SEC has not published any guidelines or requirements for the present 
disclosure requirements, has not objected to the wide variety of different 
methods being used to calculate the relationships in the notes, and does not 
appear to understand the reality of regulatory acceptance of A F C . 
• Current Practice. Let us try to determine who is at fault here. Is the uneasi-
ness of the analysts and the SEC warranted? Assume that you are a security 
analyst anxious to inform yourself about A F C as a way of dispelling any 
uncertainty in your mind. Further assume that you asked approximately 
forty companies a series of questions about A F C , as in a recent survey made 
by an industry group. What would the results of that survey have done for 
you? 
You would have asked each of the forty companies what rate they were 
using for capitalization, and their replies would have ranged from 6 to 8¾ 
percent—a fairly wide disparity which you guess could not be justified by fac-
tual circumstances. You would have asked the forty companies to explain to 
you their basis for capitalization, and their answers would have ranged from 
using the current cost of money to a simple matter of judgment without fur-
ther definition. Clearly, at this point, you would begin to wonder, thereby 
adding uncertainty in your mind as to the reality of A F C . You would have 
asked the forty companies to what base they applied the capitalization rate, 
and their answers would have varied widely. Again, further uncertainty would 
be created. You would have asked the forty companies to explain the 
accounting conventions used for starting and stopping A F C , and their answers 
would have varied widely again. Further uncertainty would be created. 
On the basis of the survey, if I had been the analyst searching for informa-
tion, I would have been confused and puzzled over the wide variations in 
practice and theory demonstrated by the survey results. Necessarily this con-
fusion must create uncertainty and could adversely affect an analyst's judg-
ment as to the quality of earnings when A F C is a factor. 
Suppose further that you looked at the treatment of A F C in the financial 
statements of utilities. You would have noted that AFC previously was a 
credit in the interest section of the income statement under the title, Interest 
During Construction (IDC). Two years ago, you would have noted that, 
instead of its traditional position as a credit in the interest section of the 
income statement, IDC was retitled, Allowance for Funds Used During Con-
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struction and had moved up into the "Other Income" section of the income 
statement. You would also note the current indications that the Federal 
Power Commission may split the A F C credit by leaving the equity portion in 
"Other Income" and crediting the remainder of the credit against the interest 
in the interest section of the income statement. You might not perceive any 
sensible reason for this last notion, and it might reasonably generate greater 
uncertainty in your mind. 
So, I think we share some of the blame for creating the uncertainty, and it 
is time for the industries, their accountants and especially the regulators to 
get together to create and implement a universally accepted theory for A F C 
capitalization and procedures for its implementation. 
NEED FOR IMPROVEMENT IN R E G U L A T O R Y ACCOUNTING 
As mentioned above, the problems of the future and the dollar impact of 
their solutions must be dealt with rationally by the regulators. Otherwise, net 
income will be unreal and will not permit the utilities industries to raise the 
enormous amounts of capital necessary to fulfill their destiny. 
In the beginning, which I will arbitrarily identify as around 1935, Uniform 
Systems of Accounts were created by regulators in an atmosphere requiring 
strong controls, elimination of alternatives and purging accounting records of 
inflated costs. In retrospect, it seems reasonable to say that such actions were 
necessary and desirable from a public-interest standpoint at that time. How-
ever, accounting rules prescribed by regulatory commissions have changed 
little since that time, while the economic conditions facing the gas and elec-
tric industries have changed monumentally. I should note that in the 1960s 
and early 1970s the Federal Power Commission and its Chief Accountant, 
Mr. Arthur Litke, did make a number of important improvements in regulatory 
accounting to better reflect changing conditions, and Mr. Litke 1 and the 
Commission are to be commended for that progress. But there is much more 
to be done, and many new problems will arise that must be dealt with 
expeditiously. 
• Accounting for Plant Assets. In my mind, the area of concern in which most 
of the problems exist or will arise will be, quite naturally, that of plant assets, 
because the capital investment of both gas and electric industries is essentially 
in plant assets. 
1. In April 1973 Mr. Litke resigned as Chief Accountant of the Commission to accept an 
appointment as a member of the newly created Financial Accounting Standards Board. 
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Existing accounting requirements for plant assets have existed from early 
times. The principal areas of concern are: 
1. Continued use of original cost for plant recordation 
2. Required use of straight-line depreciation 
3. Rigid procedures, based on physical completion of construction, for 
transfer of work-in-progress to plant-in-service 
4. Failure of the concept of A F C to deal adequately with the problem of 
matching costs and revenues 
Original Cost. Regarding the "original cost" concept, I think we might con-
cede that its use in the '30s and '40s was justified. But not today! As a mini-
mum, regulatory accounting requirements should be changed to a "cost" 
basis, thus permitting the acquisition of utility property to be recorded at the 
price paid by a willing buyer to a willing seller. This would parallel the basis 
for other industries under generally accepted accounting principles and would 
probably result in uneconomic utilities being absorbed by more efficient 
ones—a result consistent with the rational need for the most efficient pro-
duction of utility services possible. 
Straight-Line Depreciation. The continued requirement that utilities use 
straight-line depreciation for book purposes has no other basis than historical 
precedent (convenience). Yet it seems clear that the cash flow that would be 
generated by accelerated depreciation in early years of property additions 
would be most beneficial in providing funds for necessary expansions and 
balancing the need for outside financing. 
Work-in-Progress to Plant-in-Service. Regarding the present rigid procedures 
for transferring work-in-progress to plant-in-service, I note that several factors 
make them seem out of touch with reality. These include the continuing 
sophistication of operating plant which requires much longer shakedown 
periods before it is productive and the necessity of bringing plant into service 
where only part of its capacity can be used because of timing or governmental 
restrictions. 
The existing procedures based on physical completion of construction 
should be completely rethought. In my view, the rethinking should center on 
the concept that, in order to match revenues and costs properly for income 
reporting, as well as for ratemaking, the revenue-producing status of plant 
should be the focal point for deciding how much will be considered as plant-
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in-service and how much will be retained in work-in-progress and A F C con-
tinued. The present procedures clearly charge full costs against partial reve-
nues, and the real net income is not standing up. Further consideration must 
be given to the normalization of unusual period expenses, from both an 
accounting and a rate-making standpoint, to prevent losses to utilities which 
can ill afford not to recover all costs on some basis. 
A F C AND MATCHING COSTS A N D REVENUES 
Finally, the concept of AFC must evolve as a tool under which true match-
ing of costs and revenues results. 
It seems clear that A F C capitalized results in stating net income at a level 
consistent with ongoing operations of a utility and assures future considera-
tion of amounts capitalized in determining revenue requirements in rate pro-
ceedings. However, security analysts who believe that A F C affects the quality 
of earnings obviously do not agree. My analysis leads me to believe that their 
disagreement is not really based on a rejection of the notion of A F C but 
rather on the mechanical framework in which A F C operates. 
Looking specifically at the electric industry, the usual process followed is 
to capitalize AFC until, using a typical facility, a large new generating plant 
has completed its test period and goes into service. When capitalization of 
AFC stops, and before utilization of a modern, highly complicated generating 
plant can take place, there is usually a dip in earnings which I believe is giving 
the analysts concern and causing them to conclude that A F C affects quality 
of earnings. 
But if that is their problem, it is easily cured—if regulatory bodies would 
move away from the ingrained mechanics of ceasing A F C capitalization. Very 
simply, the transfer of construction work in progress (CWIP), rather than in 
to to at the end of the test period, should be done on a progressive closing 
basis. This means that only a pro rata portion of CWIP would be transferred 
to plant-in-service, equivalent to the proportion of capacity being used. This 
procedure would properly match revenues and expenses during the early 
phases of new facility installation and would eliminate altogether the earnings 
dip which is now such a problem. However, I have seen little movement in the 
direction of this approach. Perhaps we can begin today. • 
